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In an article titled, "Debt/Equity Swaps Help Latin America Out of its Debt Dilemma" (BUSINESS
AMERICA 01/19/98:2-6), Brian Hannon and Scott Gould outline the fundamentals of debt-to-equity
schemes, and provide brief descriptions of such programs in Chile, Mexico, and Brazil. Initially
debt "swaps" involved transactions between commercial banks rearranging their portfolios. Latin
American debtor nations have begun to use this informal market for the following reasons: "reduce
the rate of growth of the stock of external debt; assist in the repatriation of capital flight; provide an
incentive to private foreign investors; reduce outflows from debt service versus lower outflows from
investments; facilitate the financial restructuring of domestic borrowers, particularly the banking
sector; and encourage foreign private investment in public entities which are being privatized."
Although the mechanics of existing and proposed debt conversion programs vary somewhat from
country to country, the basics of the transaction are similar. "For example, the potential investor
first purchases a foreign debt instrument at the market discount (e.g., a $10 million debt instrument
is purchased at a 35% discount; $6.5 million is paid to the seller). He then takes his debt note to
the debtor country's central bank or other designated authority and receives the original value
of $10 million in pesos, cruzados, etc., minus a conversion fee charged by the government. The
debt notes can then be exchanged for an equity claim on that same debtor. Alternately, the loan
to one debtor (for example, a public sector enterprise or the central bank) can be converted into
equity in a completely different entity (for example, a private company)." The Chilean debt/equity
swap program dates from mid-1985. From June 1985 to October 1986, $176 million were converted
into local equity investment by foreigners. Upon including transactions by Chileans, the total in
the same period reached $1.2 billion. In the Mexican case, between mid-1986 and mid-January
1987, debt conversion deals totalled roughly $750 million. According to the authors, some analysts
predict $1 billion in debt/equity swaps for 1987. Brazil introduced debt conversion schemes in 1983,
although these transactions were virtually halted in early 1986 while the government revised foreign
investment legislation, and the Central Bank studied mechanisms for liberalizing rules for debt-toequity swaps. From 1983 to early 1987, $1.8 billion of the Brazilian foreign debt had been converted
into equity.
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